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The adequacy of return on investment in for-prcfit
hospltals alloved una<r the medicare fprogram was questioned. 2
June 1977 study by a private firm concluded that investcr-owned
hospitals are considersd by investers to ke high-risk
investments, and that to be compatible ¥ith ncrmally expected
rates of returr in industries of compatikle risk, the medicare
return on eqguity should be increased fiom 1.5 tc 3.7 times the
rate of retura on Sccial Security Trust FPund investments. The
information available tc investors, however, indicates that the
financial strength of investor-owued hosgitals is strong and
raises questions about the validity of the study's conclusions.
A comparison of the redicare return cn equity sith the return
allowed by selected Siate hospital rate-setting bodies and the
Department of Defense indicates that aedicare cates are not out
of line with the rates applicable tc cther programs and
activities. Twoc of the three States having comfprenensive
requlatory authority over hospital rates allow a returm on
equity about the same as that of medicare. The Department of
Health, Bducation, and Welfare has in prccess three studies
which may have a bearing on the overall issue of the adequacy of
medicare reimburseaent for proprietary hospitals. (RRS)
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Mr. Jay B. Constantine

Chief, Beaith ¥rofessional Staff
Committee on Finance

United States Senate

Dear Mr. Constantine:

This is an interim reply to your letter of January 17,
1978 concerning the adequacy of return on investment in for-
profit hospitals allowed under the Medicare program. We are
presently preparing a cemplate report based on our inguiries
into the questions raised in your letter. We understand that
the Senate Committee on Finance will soon have a mark-up
Session on legislation which deals, in part, with the return
on investment in for-profit hospitals, and this interim reply
is intended to provide you with the preliminary results of
some of our work to date. i

Your letter asked for our evaluation of a June 1977 study
by a private firm eatitled "Evaluation of Medicare Returs on
Equity Payments to Investor-Owned Hospitals."” This study con-
cluded that investor-owned hospitals are considered by investors
to be high-risk investments, and that to be compatible with
rormally expected rates of return in other industries of
compatible risk, the Medicare teturn on equity should be
increased from 1.5 to 3.7 times the rate of return on Social
Security Trust Fund investments.

Although we have not yet completed our evaluation of
this study, we note that information available to investors
indicates that the financial strength of the investor-cwned
hospital industry is strong and raises questions about the
validity of the study's conclusions. For example, a Value
Line Investment Survey dated December 23, 1977 stated:

"The proprietary hospital chains scored big earnings
advances in 1977. We estimate that the industry's
profits rose more than 25% year to year, largely
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on the strength of recent capacity additions and
the expansion of outpatient services.

"We look for furthe. earnings growth in 19783,
approximately 20%-25%. That wculd be about double
the improvement the average corporation is likely
to achieve . , , "

Cn June 28, 1977, the Presider.t and Chairman of the Board
of Directors of National Medical Eaterprises, Inec. (one of the -
major chain organizations of for-profit hospitals) gave a
speech to the Los Angeles Society of Financial Analysts in
which he stated, in part:

"Fiscal 1977 was the ninth consecutive year of
strong growth for National Medical Enterprises,
an unblemished record from our first year of
operations in 1969 . . , .*

® * * * *

"Our compound rate of growth * * * works out to
29 percent for revenues and 25 percent for net
after taxes since our founding - *

* ' % - * * * -

"Our debt-equity ratio is about 2 to 1. We do
not feel this is unduly burdenscme for several
reasons."

"First of all, about 50 percent of our debt
service is virtually guaranteed by the federal
government, through the cost-reimbursement programs.
This makes our 2 to 1 ratin compare more with a
l to 1 in other industries."”

* * * * *

"o far as our lines of credit are concerned, we
have plenty of capacity left."

On January 24, 1978, the same corporate officer gave a
speech to the New York Society of Security Analysts in which
he said:
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"The five major hospital management companies which

are listed on the New York Stock Exchange * * * j]1]lys-
- trate dramatically the growth and profitability which
. has been our experience."

* * * * *

"The growth and development of our company and
the entire industry has not gone unnoticed. A
growing number of financial publications, advisory
services and institutional investors have focused
attention on our field, which in turn has been
reflected in the outstanding stock price performance
of this group in 1977, while the overall stock
market was down. National Medical Enterprise's
stock, adjusted for splits, increased in price
by some 77 percent in 1977, a period during which
the Dow was down approximately 17 percent.®

* * * * *

"We have raised our cash dividend eight times in
the past two and a half years * * =+ :

* * * * *

"Our return on equity has risen from 9.8 -
percent in 1974 to 13.8 percent at May 31, 1977.
It should be about 14.8 percent for fiscal year
1978 and well above 16 percent for fiscal year 1979."

* * * * *

This information clearly indic.tes that the proprietary
hospital industry is generally in a strong financial position
and has a good outlook for continued growth.

A comparison of the Medicare return on eguity with return
on equity allowed by selected State hospital rate-setting bodies
and the Department of Defense indicates that, except for Blue
Cross plans, the Medicarc rates are not out of line with the
rates applicable to those other programs and activities. The
Medicare rates in effect during May and June 1978 ranged from
about 11 to 12 percent. Using a rate of return calculated at
3.7 times the rate of return on Social Security Trust Fund
investments (as suggested by the June 1977 study) would pro-
duce a Medicare raturn on equity ranging from about 28 to 31
percent. Two of the three States having comprehensive regulatory
anthority over hospital rates allow a return on equity about
the same as that of Medicare; New York's rate was 10.8 percent

-3 -



B-164031 ()

and Washington's rate was 10 percent. The other State--
Maryland--allowed a return on equity of 14 percent; but
Maryland has only 3 for-profit hospitals. Additionally,
unlike the Medicare program and the policy of New York's and
Maryland's regulatory bodies, Washington recognizes inccme

taxes as a cost to be considered in establishing hospital
rates.

We also obtained information relating to the rate of
return on equity allowed in setting rates of payment under
two Blue Cross Plans. Blue Cross of Florida, which pays 100
percent of hospital charges, used a i§ Percent rate in deter-
mining return on equity and also recognizes income taxes as
a cost. Blue Cross of Grea*.: Philadelphia, which pays on
the basis of hospital costs used a rate of 10.5 percent.
Although the Philadelphia plan does not recognize income taxes
2S a cost to be reimbursed, hospitals are allowed 5 1/2 percent
of total allowable costs if they achieve specified minimum
occupancy levels for medical and surgical units ranging from
8C to 90 percent depending on the hospital's size.

The Armed Services Procurement Regulations were revised
effective October 1, 1976, to provide for recognizing the
cost of capital committed to facilities as an allowable cost
in negotiated defense contracts exceeding $100,000 priced on
the basis of cost analysis. = There is a difference between
this policy and Medicare's policy in that under the Armed
Services Procurement Regulations, the cost of money used for
facilities c.pital is an' imputed cost based on the capital
used in contract performance, without regard to its source
as between equity or borrowed capital. A return on borrowed
capital is not allowed under the Medicare program, but unlike
Defense agencies,.the Medicare program treats interest costs
incurred as an allowable expense.

The rates of return used under the Medicare program to
compute return on equity capital have been gen2rally higher
than the rates used by Defense agencies in computing the cost
of capital committed to facilities, as shown below.
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Rate of Return

y Medicare Defense

Applicable time geriod program 1/ contracts 2/
(pPercent) (percent)

July 1 to Dec. 31, 197¢ 9.8 to 11.2 8.5

Jan. 1 to June 30, 1977 9.6 to 10.7 7.8

July 1 to Dec. 31, 1977 10.4 to 11.0 8.8

Jan. 1 to June 30, 1978 10.8 to 12.4 8.3

1/The interest rates applicable under the Medicare program
vary depending upon (1) the month the provider entered the
program or the providers' reporting year starts, and (2)
the month in which the provider's reporting year ends.

2/This rate is determinad by the Secret=z.y; of the Treasury,
taking into consideration current private commercial rates
of interest for new loans maturing in approximately five
Years (50 U.s.C. 1215(b)(2)).

Another factor which we believs should be considered in
evaluating the possible effects of any changes i~ return on
equity in for-profit hospitals concerns the occupancy rate of
those hospitals. 1In 1976, the occupancy rate in for-profit
hospitals averaged 65 percent or 12 percent less than the
avelage occupancy ra‘e of 77 percent in all other hospitals.
There is no penalty or adjustment imposed by Medicare specif-
ically on account of low occupancy, and generally a provider
will be allowed a return on the entire equity apportioned to
Medicare patients irrespective of whether there are unused
or underutilized beds in the facility. Although it is a
matter of conjecture, we helieve that any significan* increase
in the allowable return on equity for proprietary hospitals
would probably result in increased pressure for added pro-
Prietary hospital facilities.

Finally, HEW has in pProcess three studies which may have
a bearing or the over-all issue of the adequacy of Medicare
reimbursement for proprietary hospitals.

l. Study of adequacy of return on
equity for proprietary hospitals

On June 2, 1976, the U.S. District Court, District of
Columbia, ordered the Secretary of HEW to make a study to
determine the proper level of return on equity capital for
Proprietary hospitals (419 F. Supp. 253 (1976)). The plaintiff,
an owner of several proprietary hospitals, brought suit con-
tending that contrary to law, HEW's regulations concerning
return on equity (1) failed to reimburse proprietary hospi-
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tals their reasonable costs, and (2) forced individuals not
covered by Medicare to bear a portion of the cost of services
to individuals covered by Medicare.

The court found that a determination of the needed re-
turn on equity inherently requires a detailed study of the
various factors affecting the economics of the proprietary
hospital industry and the court directed the Secretary to
make such a study. HEW has undertaken such a study and
expects to complete it by about September 1978.

2. Study of the 8 1/2 percent differential
for routine nursing services..

In determining hospital costs for Medicare reimbursement,
routine inpatient nursing costs are computed at the rate of
108 1/2 percent of actual costs. In May 1975, HEW issued
regulations terminating the nursing differential effective
with any provider's first cost reporting period beginning
after June 1975. HEW acknowledged that it had received com-
plaints objec:ing that studies of the diffsrential had not
been made. However, HEW sajid that changed conditions so
significantly altered the circumstances underlying the need
for a differential, the concept of a differential for
routine nursing care was no longer valid.

Soon after HEW's announcement of the elimination of the
nursing differential, a number of hospital associations filed
a court suit asking for a summary judgment declaring the re-
gulation-eliminacting the differential to be unlawful because
HEW had not conducted any studies of the differential. On
Avgust 1, 1975, the U.S. District Court, District of Columbia,
granted a summary judgment enjoining HEW from terminating the
differential, and stated that the termination was arbitrary
and capricious, lacked a rational basis and was otherwise not
in accordance with law. (American Hospital Association, el.
al. V. Weinberger; CW. No. 75-0928).

HEW d.d4 not appeal the court decision, but the Department
is presantly funding a limited study of the differentisl. The
contractor will evaluate nursing activicy over a 24 hour
pPeriod at 15 hospitals in 3 States. We have been advised that
after the limited study is completed, HEW will determine
whether a full-scale study is warranted.
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3. Study of the reasonyyleness of the allocation of

- ——

malpractice insurai.ce costs to Medicare program.

In computing Medicare reimbursable costs, no adjustment
is made for any differential between Medicar~ and non-Medicare
Patients based on frequency of malpractice suits or the size
of malpractice awards or settlements. HEW is making a study
to determine whether Medicare and Medicaid Patients bear a
disproportionate share of malpractice costs. The study, covers
the 4-month period of July 1, through October 31, 1976, and :
includes information from the nine largest malpractice carriers
who collectively account for about 85 to 90 percent of the
malpractice insurance industry. It wjll separately deal with
hospitals and physicians. An BEW representative informed us
on July 27, 1972, that the study had been completed and was
with the Secretary of BEW for final approval before being
Leleased. .

Other studies of malpractice insurance have beer made
by the insurance industry, but we were only able to identify
one study containing information on age of litigant a=d size
of malpractice awards or settlements. This was a study by
the National Association of Insurance Commissioners published
in May 1977. All insurers who had written at least $1,000,000
-in malpractice insurance in any year bec:ween 1970 and 1975
were asked to report information for claims paid or othef-
wise closed between July 1, 1975, and June 30, 197s.

. The study falls short of fully meeting Mecicare's
needs because (1) awards and settlements are not separately
shown for hosp.tals and Physicians, and (2) Medicare patients
are not distinguished from other patients. Nevertheless, a
portion of the study shows the following regarding the mal-
practice awards identified:

Awards Average
Number amount
of awards Total Amount Percent of awards

Awarded to those
age 65 or younger 4,460 $839,593,596 99.3 $188, 250

Awarded to those
over age 65 526 5,853,548 Q;Z 11,128

TOTAL 4,986 $845,447,144 100.0
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- Because most Medicare patients are age 65 or older, the
above data indicates that the Medicare program, whicn pays about
20 percent of hospital costs, is being allocated a disproportion-

ate share of malpractice insurance costs.

= = & = »

We tcust this information will be helpful to the Senate
Finance Committee's deliberations.

Sincerely yours,
Philip A Bermstein

(' regory J. Ahart
Direc:or





